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UNITED STATES
SECURITIES AND EXCHANGE CCMMISSION
WASHINGTON, D.C. 20549

FORM 10-K

FOR ANNUAL AND TRANSITION REPORTS PURSUANT TO
SECTIQONS 13 OR 15¢(D) QF THE SECURITIES EXCHANGE ACT OF 1934

{MARK ONE)
|X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(D) QF THE
SECURITIES EXCHANGE ACT OF 1934

For the fiscal vear ended Degember 31, 1999

I_I‘TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D} OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition peried from to
Commission File Number: 333-50475

KMC TELECOM HOLDINGS, INC.
{EXACT NAME OF REGISTRANT AS SPECIFIED IN ITS CHARTER)

DELAWARE 22-3545325

(S&ATE OR OTHER JURISDICTION OF INCORPORATION OR ORGANIZATION)
(I.R.5. EMPLOYER IDENTIFICATION NO.)

1545 ROUTE 206, SUITE 300
BEDMINSTER, NEW JERSEY 07921 .
(ADDRESS OF PRINCIPAL EXECUTIVE OFFICES, INCLUDING ZIP CODE)

Registrant's telephone number, including area code: {(908) 470-2100

SECURITIES REGISTERED PURSUANT TO SECTION
12(B) QF THE ACT:
None

SECURITIES REGISTERED PURSUANT TO SECTION
12{G) OF THE ACT;
None

Indicate by check mark whether the registrant: (1) has filed all reports
required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1934 during the preceding 12 months (or for such shorter period that the
registrant was reguired to file such reports), and {2) has been subject to such
filing requirements for the past 90 days. {¥] Yes [ ] No

Indicate by check mark if disclosure of delinguent filers pursuant to Item
405 of Regulation S-K is not contained herein, and will not be contained, to the
best of registrant's knowledge, in definitive proxy or information statements
incorporated by reference in Part II1 of this Form 10-K or any amendment to this
Form 10-K ([X]. ’

The aggregate market value of the wvoting common Stock held by
non-affiliates of the registrant as of March 29, 2000 was approximately
569,962,563, based upon an estimate of the fair value thereof by management of
the registrant. There is no established trading market for the voting common
stock of the registrant and no sales have occurred within the past sixty days.
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As of March 28, 2000, 853,765 shares of the registrant's Common Stock,
$0.0: par value, were outstanding. There is no established trading market feor

the Common Stock.

DOCUMENTS INCORPORATED BY REFERENCE: None.

CAUTIONARY STATEMENT REGARDING FORWARD - LOOKING STATEMENTS

STATEMENTS IN THIS ANNUAL REPORT ON FORM 10-K THAT ARE NOT PURELY
HISTORICAL ARE FORWARD-LOOKING STATEMENTS WITHIN THE MEANING OF SECTION 273 OF
THE SECURITIES ACT OF 1933 AND SECTION 21E OF THE SECURITIES EXCHANGE ACT OF
1934, INCLUDING STATEMENTS REGARDING THE COMPANY'S EXPECTATIONS, HOPES,
INTENTIONS OR STRATEGIES REGARDING THE FUTURE. FORWARD~LCOKING STATEMENTS
INCLUDE: STATEMENTS REGARDING THE ANTICIPATED DEVELOPMENT AND EXPANSION OF OUR
BUSINESS, THE MARKETS IN WHICH OUR SERVICES ARE CURRENTLY (QFFERED, OR WILL BE
OFFERED IN THE FUTURE, ANTICIPATED CAPITAL EXPENDITURES AND REGULATORY REFORM,
THE INTENT, BELIEF OR CURRENT EXPECTATIONS OF THE COMPANY, OUR DIRECTORS OR
OFFICERS WITH RESPECT TO OUR FUTURE FINANCIAL PERFORMANCE AND OTHER MATTERS, AND
OTHER STATEMENTS REGARDING MATTERS THAT ARE NOT HISTORICAL FACTS. ALL
FORWARD-LOOKING STATEMEMNTS IN THIS REPQRT ARE BASED ON INFORMATION AVAILARLE TO
THE COMPANY AS OF THE DATE THIS REPORT IS FILED WITH THE SECURITIES AND EXCHANGE
COMMISSION, AND THE COMPANY ASSUMES NO OBLIGATION TO UPDATE ANY SUCH
FORWARD~-LOOKING STATEMENTS. FACTORS THAT COULD CAUSE ACTUAL RESULTS TO DIFFER
MATERIALLY FROM THOSE EXPRESSED OR IMPLIED BY SUCH FORWARD-LOOKING STATEMENTS
INCLUDE, BUT ARE NOT LIMITED TCQ, THE FACTORS SET FORTH IN "ITEM 7. MANAGEMENT'S
DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS --
CERTAIN FACTORS WHICH MAY AFFECT OUR FUTURE RESULTS."

PART I
ITEM 1. BUSINESS.

BACKGROUND

The initial predecessors of KMC Telecom Heldings, Inc. were founded in 1994
and 19%5, respectively, by Harold N. Kamine, the Company's Chairman of the
Board., These predecessors were merged in 1996 and renamed KMC Telecom Inc. KMC
Telecom Holdings, Inc. was formed during 1997 primarily to own, directly or
indirectly, all of the shares of its operating subsidiarjes, KMC Telecom Inc.,
KMC Telecom IX, Inc., KMC Telecom III, Inc., and KMC Telecom of Virginia, Inc.
The principal equity investors in the Company currently include Mr. Kamine,
Nassau Capital Partners, L.P., Newcourt Capital, 1Inc., First Union Corp.,
General Electric Capital Corporation and Lucent Technologies, Inc.

COMPANY OVERVIEW

We are a facilities-based competitive Llocal exchange carrier providing
telecommunications and data services in Tier III markets (markets with a
population from 100,000 to 750,000). A facilities-based competitive local
exchange carrier is one which operates its own network, including switching
equipment and transmission lines, rather than one which intends to primarily
resell the -services of cther carriers., The markets in which we operate are
predominantly located in the Southeastern and Midwestern United States. We
target as customers business, government and institutional end-users, as well as
Internet service providers, long distance carriers and wireless service
providers. Our ¢bjective is to provide our customers with a complete solution
for their communications needs. We currently provide on-net local dial tone,
Internet access infrastructure, ISDN (or integrated services digital network),
long distance, special access, private line and a variety of other advanced
services and features.

We currently operate in 34 Tier III markets and have systems under

Copyright 2000 EDGAR Online, Inc. tver 1.01/2.003) Page 2
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tonstruction in 3 additional Tier III markets. We expect these new systems to be
commercially cperational by the end of the first half of 2000. During 2000 we
will continue to investigate new Tier III markets. We construct robust fiper
optic networks in each of our markets, which we believe allows us to ensure high
guality of service, facilitate the delivery of value-added and data services,
and effectively control our costs. We currently have Lucent Technologies Series
3ESS(R)-type switches in commercial operation in all @f our cperaticnal markets
and intend to install Lucent switches in any future networks which we may build.

BUSINESS STRATEGY

We intend to become the dominant competitive provider of telephony and data
services in the markets that we serve. To accomplish this objective we intend
S To:

Focus on Tier III markets. We intend to operate in Tier III markets with
attractive demographic, economic, competitive and demand characteristics. We
selieve that incumbent leocal exchange carriers tend to focus their efforts on
larger markets and generally underserve and underinvest in Tier III markets. We
1lso believe that there is generally significantly less competition from other
‘acilities-pbased competitive local exchange carriers in Tier III markets, which
'3llows us to gain market share more rapidly than we could expect in Tier I and
iYier I markets. In addition, mnetwork constructicn, labor and rights-of-way
‘:psts are generally lower in Tier III markets than in Tier I and Tier II
inarkets. For example, many Tier III markets permit significant aerial deployment
Of fiber optic cable which is less expensive than the buried deployment required
n many Tier I and Tier II markets. We estimate that approximately 70% of cur
‘iber 1is deployed aerially. We select target markets from among the
pprozimately 250 Tier III markets in the United States by first didentifying
hose markets that do not yet have significant, established competitors to the
zisting incumbent local exchange carrier, and by then reviewing the specific
"emographic, economic, competitive and telecommunications demand characteristics
f such markets to determine their suitability for the types of services which
e offer. We estimate market demand on the basis of the concentration of
stential business, government and institutional end-user customers in the
arket and the general economic prospects for the area.

Deploy comprehensive fiber networks. We build gecgraphically extensive,
111 service, facilities-based networks. We believe such networks praovide
.gnificant coperating leverage, facilitate the capture of market share, and are
kely to deter other competitive local exchange carriers from attempting to
imetrate our markets due te the cost of constructing a competing network of
ijnal caepability. Prior to both the initial construction of our network backbone
id any subsequent network expansion, we perform detailed rate of return
ialyses to justify the capital expenditures involved. In all of our operational
rkets, we have completed ocur backbone construction connecting the market's
ntral business district with outlying office parks, large institutions, the
.cations of long distance carriers' transmission equipment and major incumbent
cal exchange carrier ceéntral offices. We intend to continue to expand our
isting networks in response to anticipated customer demand.

Provide enabling infrastructure for data services growth. We intend to
rve as a gateway for the provision of sophisticated value-added data services
i high speed connectivity to custemers in Tier III markets. We beljeve it is
rategically important for us to offer these services because:

data and internet access is required for businesses to succeed and grow,
e-commerce is mission c¢ritical for many businesses, and

national Service carriers and internet service providers, such as Qwest
and UUNet feel it is necessary for them to expand into Tier IIT markets.

will provide data services directly to our own customers and will alsoc
vide access te Tier III markets for long distance carriers, natiocnal service
riers, internet service providers and other businesses which require
adband access to those markets but which have not constructed their own
works and connections in those markets to enable them to provide it to their

vright 2000 EDGAR Onling_Inc. (ver 1.01/2.003)
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oWl custofers.

Establish local presence with personalized customer service, We seek to
capture and retain our retail customers through local, personalized sales,
marketing and customer service programs. To this end, we:

o estaplish sales offices in each market in which we operate a network,
0 strive to recruit our city directors and sales staff from the local market,
o rely principally on a face-tc~face selling approach, and

o support our sales staff with locally based customer service and
technical support personnel.

Most of our existing sales personnel are local residents who have
previously worked for the incumbent local exchange carrier or other
telecommunications companies. We believe that our "Creative - Solutions with a

Hometown Touch"(R) sales approach is very important to customers in Tier III
markets, who do not typically receive focused local sales contact or customer
support from the incumbent local exchange carrier. We seek to build long-term
relationships with our customers by responding rapidly and creatively to their
telecommunications needs.

Emplcy a national approach to larger accounts. While establishing a local
presence tc market to retail customers in our markets, we will employ a naticnal
approach to large wholesale customers, such as long distance carriers and
Internet service providers, through our carrier group and to the headquarters of
large corporations with branch offices in our markets through our naticnal
accounts sales organization.

Deploy networks rapidly. It is our practice to use innovative
"switch-in-a-box" construction and deployment techniques for most of our
networks. Using these techniques, transmission, switching and power equipment
are pre-installied by Lucent under controlled factory conditions in portable,
weatherproof, storm-proof concrete buildings delivered to the Lucent facility by
our contractor. The completed buildings are then shipped to the appropriate city
for final installation, reducing costs, installation risks and time to market.

Implement a high-quality operations support system. We are developing a
high~gquality operations support system to provide us with comprenensive billing,
order processing and custemer care software for all of our existing and
contemplated services, This system is designed to provide us with a single
"flow-through" order form that will entail several components, allowing each
order to be tracked from service provisioning through to complete installation.
We believe that this system will allow us to quickly address customer concerns
and provide us with a competitive advantage in customer service and operations
efficiency. Initial installation of the new operational support systems
commenced during the third quarter of 1999, with development and expansion to
continue over the next 12 months.

Leverage our experienced management team. Our experienced management team
is led by Harold N. Kamine, Chairman of the Board of Directors. Other members of
the team include Roscoe C. Young II, President and Chief Operating Officer,
William H. Stewart, Executive Vice President and Chief Financial Officer, Tricia
Breckenridge, Executive Vice President--Business Development and  James L.
Barwick, Senior Vice President and Chief Technology Officer. ’

SERVICES

General. We have historically provided dedicated access service and have
also rescld switched services which we purchased from incumbent local exchange
carriers. In December 1997, we began providing our own on-net switched services
to our customers via direct connections to our networks or unbundled network
elements leased from incumbent local exchange carriers. On-net switched services
and resale services have accounted for the following percentages of our revenues

Copyright 2000 EDGAR Online, [nc. (ver 1.01/2.003) Page 4
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in 1987, 1998 and 1999:
1997 1998 19899
On-net switched services....... ’ 32% 37% 69%
Resale SeIVICEeS...:vsiscnnsarnnns 68% 63% 31%

Private Line and Special &Access Services. We currently provide various
types of on-net dedicated services which permit the transmisglon of veice and
data between two points over cireuits dedicated to a particular customer.
Private line service involves the provision of a private, dedicated
telecommunications c¢onnection of a customer's different locations. For these
services we offer several types of dedicated c¢ircuits that have different
capacities. DS-1 and D5-3 circuits are dedicated Llines that can carry up to 24
and 672 DS~0 circuits, respectively. Special access service involves leasing
private, dedicated telecommunications lines running over our networks to long
distance carriers. The long distance carriers use these 1lines to connect
different locations where they have installed transmission equipment within the
market, to ccnnect locations where they have installed transmission eguipment to
the transmission equipment locations of other long distance carriers within the
market, or to connect large customers directly to the locations of their
transmission equipment. In addition to D8-0, DS-1 and DS-3 dedicated circuits,
we also offer OC3, OCl2 and OC48 circuits for these services. These OC circuits
provide the fastest transmission available for carriers  and large business

users,

Switch-Based Services. We have added and continue to add capability to-
provide local dial tone and switched access origination and termination services
to our networks. Switches are currently in commercial operation in all of our 34
existing markets and we expect switches to be in commercial operation in the 3
additional Tier IIT markets in which we currently have. netwerks under
construction by the end of the first half of 2000. ’

Long Distance. We offer a full range of long distance products including
inter-LATA, intra-LATA, interstate, international., calling card and B0O0-number
services. During the first quarter of 1999, we introduced XMC-branded operator
services, directory services, prepaid phone cards and audio-conference services.
We offer these services both on-net and off-net. We offer long distance services
on a resale basis by entering into wholesale agreements with various long
distance carriers te deliver these services, We believe that many of our
customers will prefer the option of purchasing long distance services from us as
part of a one-stop telecommunications solution.

Centrex-type Services. We provide Centrex-type services. By using
Centrex-type services instead of purchasing and installing a switching system on
its own premises, a customer can substantially reduce its capital expenditures
and the fixed costs associated with maintaining telecommunications equipment. We
introduced our ClearStarsm Advantage service in all of our operational markets
during the first quarter of 1999. It has been designed to suypport mualtiple
applications, ranging from basic access services to services focused on desktop -
applications. The basic access service connécts to a customer's internal system
and is equipped with up to 14 features jincluding call ferwarding, speed dialing
and call transfer capabilities. More sophisticated levels of service are
designed to replace portions of a customer's existing telecommunications system.
At the high end of service offerings is ClearStarsm - Advantage blus, a packaged,
end-to-end offering which combines all of the basic features with Basic Rate
ISDN network access, advanced feature functionality, voice messaging and Lucent
ISDN multi-featured telephone sets.

New Data Services Offerings. Data services represented approximately 9% of
our revenue for 1999. We currently plan to expand our capabilities by
introducing additional data services in 2000. We believe that these services
will enhance our ability to provide an integrated turnkey solution to our
customers' voice, data and video transmission requirements. These data services
will include:

[} Basic Rate ISDN. Basic Rate ISDN, or BRI, provides customers the
Copyright 2000 EDGAR Online, Inc. (ver 1.01/2.003) Page 5
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potential of 144 kilobits per second of digital communications via a
single network facility interface. We believe it will be attractive to
small and medium size customers, since it provides dial-up access te
the Internet, and  other dial-up data applications, while
simultaneously providing the ability to integrate wvoice traffic on a
single network facility. ’

o Primary Rate ISDN. Primary Rate ISDN provides customers the equivalent
of 1.544 megabits per second of digital communications via a T-1 type
facility, with 23 channels for voice and data communications and a
24th channel providing network signaling and control for the services.
We focus our Primary Rate ISDN sales efforts on (i) Internet service
providers who use Primary Rate ISDN as a means of supporting customer
access to their operations, and (ii} end-user customers who use
Primary Rate ISDN as a network access facility feor their internal

telecommunications systems.

[e] Port wholesale. Port wholesaling is a technology that provides large
bandwidth users with data switching capability at the network level,
allowing them to acquire capacity as required without investing in
data switching equipment. Port wholesaling gives us the ability to
provide data switching to Internet service providers by allowing data
calls toc be terminated through the pert whelesale equipment rather
than the switch. This enables the Internet service provider to more
cost effectively manage its data requirements while, at the same time,
increasing the efficiency and capacity of our Luceht Technologies
Series S5ESS (R)-type switch.

o DSL. DBL is a method of using unconditioned, ¢opper wire pairs for
high bit-rate data transpert for use in the "last mile" conhnecting our
network backbone ring to the customer's premises. We plan to utilize
DSL to provide high bandwidth data and video service to small and
medium size customers.

o Frame Relay/ATM. Frame relay and ATM, or asynchronous transfer mode,
are used by some of cur data custemers as a fast data transport
service for Wide Area Networks. Today we resell these services, In the
future we intend to provide these services over our own network and
utilize a third party provider for transport cutside our network.

5

We plan to remain flexible in responding to evolving customer demands for data
services.

LOCAL NETWORKS

As part of determining the economic viability of a network in a particular
market, we review the demographic, economic, competitive and telecommunications
demand characteristics of the market. We estimate market demand using data
gathered from long distance carriers, the Federal Communications Commission,
local sources, site visits and specific market studies commissioned by us, the
concentration of potential business, government and institutional end-user
customers and the general economic prospects for the area.

Once we target a market for development, we design a network to provide
access to approximately 70% of the business customers in that market either
through direct c¢onnections to our network or through unbundled network elements
leased from the incumbent local exchange carrier. Typically, we construct a
"self-healing” synchronous optical network ("SONET") architecture backbone ring
to provide coverage cof the major business districts, government offices,
hospitals, office parks and universities, the principal locations of the
transmission equipment of long distance carriers offering services in the area.
and the incumbent local exchange carrier's central officels}. Following
construction of our backbone network, we expect to build additional - loops to
increase the size of our addressable market, as required.

_ During Phase I of our network construction program we completed networks in
8 Tier III markets. We established networks in 15 Tier III markets during Phase
I1 of the program and will add networks in 14 additional Tier III markets during

Copyright 2000 EDGAR Online, Inc. (ver 1.01/2.003) Page 6
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phase II?. Eleven of the 14 networks to be added during Phase IIJ have been
completed and the remaining 3 networks will be completed during the first half
of 2000. The markets in which we established or plan to establish markets during
each of these phases of the program are as follows:

PHASE I PHASE II PHASE III

Huntsville, Alabama Greensboro, North Carolina Charleston, South Carolina
Baton Rouge, Louisiana Winston~-Salem, North Carolina Lansing, Michigan
shreveport, Louisiana "allahassee, Florida Akron, Ohio
Corpus Christi, Texas Roanoke, Virginia Spartanburg, South Carolina
Savannah, Georgia Ann Arbor, Michigan Toledo, Ohio
Madison, Wisconsin Topeka, Kansas Columbia, South Carolina
Augusta, Georgia Fort Wayne, Indiana Monrce, Louisiana
Melbourne, Florida Eden Prairie, Minnesota Montgomery, Alabama

Daytona Beach, Tlorida Clearwater/St.Petersburg,
Florida - .

Fort Myers, Florida Dayton, Ohio

Longview, Texas Biloxni/Gulf Port,
Mississippi ) .

Sarasota, Florida - Johnson City/Kingsport,
Tennessee .

Pensacola, Florida Chattanooga, Tennessee

Fayetteville, North Carolina

Rockville/Bethesda/Frederick, Maryland i
Norfeolk, Virginia

The following table presents aggregate data as of February 29, 2000, for
the networks placed in operation during Phase I and Phase II, respectively, of
our network construction program:

SWITCRED TEDICATEZ 25-0
ACZESS EQUIVALENT ADDRESSABLE CENTRAL
LINE5 IN CIRCUITS IN ROUTE COMMERCIAL QOFFICE
SERVICE(]L) SERVICE ({2} MILES BUILDINGS(3) COLLOCATIONS
Phase I markets (B markets! 65,396 136,572 662 ' 14,800 33
Phase I1 markets [15 markets) 65,342 130, 62¢€ 157 25,947 : 52
Total 130,738 267,198 1,419 40,747 85

- = . Ak o e B b o o B o oy W = e —

{1} Represents all active switched channels we provide to customers either by
resale via the incumbent local exchange carrier's network, by unbundled
network elements leased from the incumbent local exchange carrier, or by
direct connection to our own network.,

{2) Represents all active dedicated D5-0, DS-1 and D5-3 circuits we provide to
customers expressed on a DS-0 basis, ’

(3} Addressable by either unbundled network elements leased from the incumbent
local exchanyge carrier or by a direct connection to our own network. We
define a commercial building as one with greater than ten employees.

. We are continuing to investigate expanding into additional Tier III markets
during 2000. Further expansion of our networks, however, will be dependent upon
our ability to obtain additional financing.

Copyright 2000 EDGAR Online, Inc. (ver 1.61/2.003) Page 7
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The construction of a network requires us to obtain municipal franchi§es
and other permits. These rights are typically the subject of non-exclusive
agreements of finite duration providing for tpe payment of fees by us or the
provision of services by us t¢ the municipality . without compensation. In
addition, we must secure rights-of-way and other access rights which are
typically provided under non-exclusive multi-year agreements, which ggngrglly
contain renewal options. Generally, these rights are obtained from utilities,
incumbent local exchange carriers, other competitive local exchange carriers,
railroads and long distance carriers. The Telecommunications Act of 19296
requires most utilities to afford access to rights-of-way Lo competitive local
exchange carriers on non-discriminatory terms and conditions and at reasonable
rates. However, there can be no assurance that delays or disputes will not
occur. Our agreements for rights-of-way and similar matters generally require us
to indemnify the party providing such rights. Such indemnities could make us
liable for actions (including negligence} of the other party.

Our regquirements for a planned network are communicated to our engineering
group which finalizes the route and completes the network's design. Independgnt
construction and installation contractors are selected through a competitive
bidding process, Qur c¢own personnel negotiate required contracts and
rights-of-way and supervise rthe construction, installation and testing of
network components prior tc commencing commercial service. Cable, equipment and
supplies required for the networks are available from a variety of scurces at
competitive rates. The constructicn period for a new network varies depending
upon such factors as the number of backbone route miles to be installed, the
relative use of aerial as opposed to buried cable deployment, the initial number
of buildings targeted for connection to the network backbone and other factors.
Based upon our experience, we believe that a new fiber optic network can be made
commercially operational within approximately € months afrer construction

commences.

In a typical Tier III market, selected office buildings are connected to
our network by network backbone extensions or unbundled network elements leased
from the incumbent local exchange carrier. W®Within each building, customer
equipment is connected to Company-provided electronic equipment where customer
transmissicns are digitized, combined and converted to an optical signal. The
traffic is then transmitted through the network backbone to our local central
office where it c¢an be routed to its ultimate destination.

We are able to expand our reach in a market by collocating equipment in an
incumbent local exchange carrier's central office and leasing unbundled network
elements from that incumbent local exchange carrier in order to reach customers
located in buildings which are not directly connected to our own backbone ring.
We attempt to place collocation equipment in a sufficient number of incumbent
local exchange carrier central offices to allow us to reach approximately 70% of
the business customers in a given market, either by means of such unbundled
network elements or direct connections to our own network. The decision as to

7

whether to ceollocate in a specific central office is based upon the number of
business lines, number and type of businesses, number of households and the
location of the central office within the market.

our networks consist of our fiber optic backbones, fiber laterals and
unbundled network elements. Our networks allow for high speed, high quality
transmission of voice, data and video communications. We -typically install
backbone fiber optic cables containing 48 to 144 fiber strands which have
significantly greater bandwidth carrying capacity than other media. Our CC-48
SONET networks support up te 32,256 simultaneous voice conversations over a
single pair of fiber optic fibers. We expect that continuing developments in
compression technology and multiplexing eqguipment will increase the capacity of
each fiber, thereby providing more bandwidth carrying capacity at relatively low
incremental costs.

We currently offer end-to-end fully protected fiber services utilizing
SONET ring architecture which routes customer traffic simultaneously in both
directions around the ring to provide protection against fiber cuts. If a line
is cut, traffic can simply be reversed and sent to its destination around the
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other side of the ring. Back-up electronics become operational in the event of
failure of the primary components.

We monitor our fiber optic networks and electronics seven days per week, 24
hours per day, wusing a combination of local and national network contrgl
centers. Local network monitoring is accomplished by means of an autcomatic
notification system that monitors for any system anomaly. This system provides
instantaneous alarms to an on-call network technician whenever an anomaly is
detected. The local market technician is trained in network problem resolution
and provides on-site corrective procedures when appropriate. A natiogal Network
Reliability Center, located in Denver, Colorade, acts as the focal point for all
of our operating networks, providing integrated and centralized 'nergrk
monitoring, and correlation and problem management. The Network Reliability
Center has access to all operating networks and can work independently of the
local systems to effect repair or restoration activities. The Network
Reliability Center is currently provided by Lucent on a contractual basis. In
the future, we may develop our own national center.

We manage our network systems both locally and centrally. Customer service
calls and maintenance are primarily handled through the local offices. In
addition, as described above, we contract to provide integrated monitoring of
our networks via Lucent's Network Reliability Center. This is accomplished by
the use of a sophisticated integrated management system that is connected to all
of our locations, including our Duluth, Georgia, operations center. With this
system the Network Reliability Center is capable of accessing all available
infermaticon regarding the configuratien and operating condition of any network
components in use. This proactive monitoring capability is further augmented by
a 24 hour a day, seven day a week call center, also provided by Lucent at the

- Network Reliability Center, that receives, tracks and manages all customer calls

and issues to satisfactory conclusion. The call center works with the Company's
own customer care representatives and engineers in the Duluth facility to ensure
that timely and consistent service is provided.

SALES AND MARKETING

groups: retail, national accounts and wholesale. Retail customers are composed
cf business, government and institutional telecommunications and data services
end-users and local Internet service providers. WNational accounts are usually
large corporations which have branches or local offices within our markets, but
which make their buying decisions centrally from their corporate headquarters.
Wholesale customers typically consist of long distance carriers, wireless
service providers and national Internet service providers. As of February 29,
200G, we had approximately 280 employees engaged in sales and marketing
activities. ‘ .

We target our sales and marketing activities at three separate customer

Retail Customers. We target retail customer segments such as business,
government, healthcare and educational institutions. We target all business
customers in our markets as well as local Internet service providers. Each
city's local sales staff is responsible for calling on the retail customers in
its market. :

National Accounts, While there are few Fortune 500 companies with
headquarters located in our operating cities, there are branches and local
offices of large corporations within our market areas. Often these large
corporations make their buying decisions centrally, either through their
telecommunications or MIS functions, which are normally located at corporate
headquarters. Our national accounts sales .organizatien is structured to assist

them in determining requirements for their wvarious locations within our markets.

We believe that this focus on national accounts will further increase our market
penetration with large companies in our cities.

Wholesale Customers. We currently target the major long distance carriers
such as AT&T, MCI WorldCom and Sprint, Internet - service providers, wireless
service providers and other competitive local exchange carriers, through our
carrier group. We believe that we can effectively compete to provide access to
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these customers based an price, reliability, technoloqy,. route ‘diversity,
ease-of-ordering and customer service. We provide compe;itlve pricing for the
transport and termination of communications for hlgh volume users of
long~distance services, which has historically been provided by the 1ncumpent
local exchange carrier. To the extent that incumbent local‘exchange carriers
begin te compete with long distance’ carriers in providing lopg distance
services, the long distance carriers have a competitive incent}ve to move
craffic away from incumbent local exchange carriers to competitive local
exchange carriers like us. Wireless service providers, who need netwo;k_oackbone
to transport calls, are an active customer base, as are other competitive 10931
exchange carriers as wholesale users. Revenues from access services may decline
in future years due to a change in pricing proposed by the Federal
Communications Commission.

Sales Personnel. We establish local sales offices in each market that we
serve. Initially, each local sales office is staffed by a City Director and 2 or
3 salespersons, which increases to between 4 and 6 as our operations in the
market expand. We seek to hire our sales personnel locally, since we believe
that knowledge of, and contacts in, a local market are key factors for
competitive differentiation and commercial! success in a Tier II1I market. We
believe that this leccal focus will help to set us apart from the incumbent local
exchange carriers, our principal competitors.

City Directors. We seek to hire local, seasoned telecommunications
managers, with sales experience, as City Directors. City Directors assist with
the initial network buildout and oversee the daily operations of their network,
in addition to managing sales staff and market development. Daily operations
responsibilities include monitoring provisioning, customer service, pricing
decisions and the billing process. & City Director works with senior management
in the strategic planning process, including capital expenditures and budget
planning. They perform cash flow analysis for fiber connections of new buildings
to the network, and participate in planning fiber network extensions in their
markets.

SUPPLIERS

Lucent. We have contracted with Lucent, as ocur primary supplier, to
purchase switching, transport and digital cross connect preducts. Lucent has
also agreed to implement and test our switches and related equipment. In
addition, Lucent and the Company have entered in:o an agreement pursuant to
which Lucent has agreed to monitor cur switches on an on-going basis. Lucent is
an investor in our preferred stock and a lender under ocur Amended Senior Secured
Credit Facility.

Billing Suppert Systems Implementation. In the second quarter of 1999, we
installed software developed by Billing Concepts Systems, Inc. to provide us
with comprehensive billing functionality, including the ability to collect call
detail records, message rating, bill calculation, invoice generation, commission
tracking, customer care and ingquiry, collections management, and guality
assurante. The Billing Concepts -software enables us to produce a single bill
covering all of the products and services that we provide to a customer.
Additional development of the new billing systems will take place over the next
S months.

Operational Support Systems Implementation. We entered into an agreement
with Eftia 0SS Solutions 1Inc. to develop operational support systems. These
systems manage Service order processing, c¢ircuit and asset inventory, telephone
number inventery and trouble administration. The operational * support system's
responsibilities will be expanded during the later phases of the project to
include workforce management, local number portability management, network

management, . service bureau interfaces, and Internet-based service inqui:y.'The-

system will automate operational support activities and provide a means of
managing operational performance of our business. Initial installation of the
new operaticnal support systems commenced during the third quarter of 1999, with
development and expansion to continue over the next 12 months.

9

COMPETITION
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Overview, The telecommunications industry is bighly competitive, Our
prancipal competitors in Tier III markets will be the lncumheny lgcal exchange
carriers. 1n most instances the incumbent local exchange carrier is one of the
Regional Bell Operating Companies (such as Ameritech, Bell At;antic, BellSouth
or SBC), one of GTE Corporation's subsidiaries or one of Sprint Corporation's
subsidiaries., Incumbent local exchange carriers presently have almost 100% gf
the market share in those areas we consider our market areas. Because of their
relatively small size, we do not believe that Tier III markets can profitably
support more than twe competitors to the incumbent local exchange carrier,

Other competitors may include other competitive local exchange garriers,
microwave and satellite carriers, wireless telecommunications providers and
private networks built by large end-users, Potential competitors {using similar
or different technologies} include cable television companies, utilities and
Regional Bell Operating Companies seeking to operate outside their current local
service areas. In addition., there way be future competition from large long
distance carriers, such as AT&T and MCI WorldCom, which have begun to offer
integrated local and long distance telecommunications services. AT&T also has
announced its intention to offer local services using a new wireless technology.
Consclidation o©f telecommunications companies and the formation of strategic
alliances within the telecommunications industry, as well as the development of
new technologies, could give rise to significant new competitors to the Company.

Both the long distance business and the data transmission business are
extremely competitive. Prices in both businesses have declined significantly in
recent vyears and are expected to continue to decline. In the long distance
business, we will face competition from large carriers such as AT&T, MCI
WorldCom and Sprint. We will rely on other carriers to provide transmission and
termination for our long distance traffic and therefore will be dependent on
such carriers,

Incumbent Local Exchange Carriers. Our principal competitors for local
exchange services are the Regional Bell Operating Companies, GTE Corporation's
subsidiaries and Sprint Corporation's subsidiaries. As a recent entrant in the
integrated telecommunications services industry, we have not yet achieved a
significant market share for any of our services. In particular, the incumbent
local exchange carriers: have long-standing relationships with their customers,

o have financial, -technical and marketing resources substantially
greater than ours,

0 have the potential to fund competitive services with revenues
from a variety of businesses, and

o currently benefit from certain existing regulations that faver
the incumbent local exchange carriers over wus in certain
respects.

Recent regulatory initiatives allow us, as a competitive local exchange
carrier, to interconnect with incumbent local exchange carrier facilities. This
. provides increased business opportunities for us. However, these regulatory
initiatives have been accompanied by increased pricing flexibility for, and
relaxation of regulatory oversight of, the incumbent local exchange caryiers, If
the incumbent local exchange carriers engage in increased volume and discount
pricing practices or charge us increased fees for interconnection to their
networks, or if the incumbent leccal exchange carriers seek to delay
implementation of our interconnection to their networks, our business, financial
condition and results of operations could be adversely affected.

To the extent that we interconnect with and use incumbent  local exchange
carrier networks to serve our customers, we are dependent upon their technology
and capabilities. We will become increasingly dependent on interconnection with
incumbent local exchange carriers as switched services become a greater
percentage of our business. The Telecommunications Act of 1996 imposes
interconnection obligations on incumbent local exchange carriers, but we cannot
assure you that we will be able to obtain the interconnection we require at
rates, and on terms and conditions, that will permit us to offer switched
services at desirable rates, terms and conditions. 1In the event that we
experience difficulties in obtaining appropriate and reasonably priced service
from the incumbent local exchange carriers, our ability to serve our customers
would be impaired.
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Competitive Local Exchange Carriers and Other Competitors. We will compete
from time to time with other competitive local exchange carriers. It is likely
that in several of our markets we will face competition <from two oY more
facilities-based competitive local exchange carriers. After the investment and
expense of establishing a network and support services in a given market, the
marginal cost of carrying an additional call is negligible. Accordingly, in Tiex
IIT markets where there are 3 or more facilities-based competitive local
exchange carriers, we expect substantial price competition. We beljeve that
operations in such markets are likely to be unprofitable for one or more

operators.

We expect to face competition in each of our markets. However, we believe
that our commitment to build a significant network, deploy switches and
establish local sales and support facilities at the outset in each of the Tier
III markets which we target should reduce the number of facilities-based
competitors and drive other entrants to focus on the resale of incumbent local
exchange <carrier service or our services or to invest in other markets. We
believe that each market will also see more agent and distributor resale

initiataives.

We expect to experience declining prices and increasing price competition.
We cannot assure you that we will be able to achieve or maintain adequate market
share or revenue, cor compete effectively, in any of our markets.

REGULATION

Our services are subject to varying degrees of federal, state and local
regulation. The Federal Communications Commissicn exercises jurisdiction over
facilities of, and interstate and international services offered by,
telecommunications common carriers. The state regulatory commissions retain
jurisdiction over the same facilities and services to the extent they are used
to originate or terminate intrastate commuznications. Local governments sometimes
impose franchise or licensing requirements on competitive local exchange
carriers. .

Federal Regulation

We are regulated at the federal level as a nondominant common carrier
subject to minimal regulation under Title II of the Communications Act of 1934,
The Communications Act of 1934 was -+ substantially amended by the
_ Telecommunications Act of 19%6. This legislation is designed to enhance

competition in the lccal telecommunications marketplace by:

o removing state and local entry barriers,

[¢] requiring incumbent local exchange carriers to provide
interconnection to their facilities,

° facilitating the end-users' choice to switch service providers
from incumbent local exchange carriers to competitive local
exchange carriers such as the Company, and

o requiring access to rights-of-way.

The legislation also is designed to enhance the competitive position of the
competitive local exchange carriers and increase local competition by newer
competitors such as long distance carriers, <cable television companies and
public utility companies. Under the Telecommunications Act of 1996, Regional
Bell Operating Companies have the opportunity tc provide in-region long distance
services if certain conditions are met and are no longer prohibited from
providing certain cable television services, In addition, the Telecommunications
Act of 1996 eliminates certain restrictions on utility holding companies, thus
clearing the way for them to diversify into telecommunications services.

The Telecommunications Act of 1996 specifically requires all
telecommunications carriers (including incumbent local exchange carriers and
competitive local exchange carriers (like us)}):
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o net to prohibit or unduly restrict resale of their services,

0 ﬁo provide dialing parity and nondiscriminatory &CCeSs  Toe
telephone numbers, operater services, directory assistance and
directory listings, ’

11
o to afford access to poles, ducts, conduits and rights-of-way, and
o to establish reciprocal compensation  arrangements for the

transport and termination of telecommunications.

It also requires competitive local exchange carriers and incumbent logal
exchange carriers to provide interconnection for the transmission and routing of
telephone exchange service and exchange access. It requires incumbent local
exchange carriers to provide such interconnection:

o] ar any technically feasible point within the incumbent local
exchange carrier's network,

c that 1is at least equal in quality to that provided by the
incumbent local exchange carrier to itself, its affiliates or any
other party to which the incumbent local exchange carrier
provides interconnection, and

0 at rates, terms and conditions that are just, reasonable and
nondiscriminatory. ’ :

Incumbent local exchange carriers also are required under the new law to provide
nondiscriminatory access to netwerk elements on an unbundled basis at any
technically feasible point, to offer their local telephone services for resale
at whelesale rates, and to facilitate collocation of equipment necessary for
competitors to interconnect with or access the unbundled network elements.

The Telecommunications Act of 19%¢ provided for the removal of most
restrictions from AT&T and the Regional Bell Operating Companies resulting from
the consent decree entered in 1982 providing for divestiture of che Regional
Bell Operating Companies from AT&T in 1984. . The Telecommunications Act
establishes procedures under which a Regional Bell Operating Company can enter
the market for long distance service between specified areas within its local
service area. The Telecommunications Act of 1996 permitted the Regional Bell
Operating Companies to enter the out-of-region long. distance market immediately
upon enactment, and Regional Bell Operating Companies can provide intra-LATA
long distance services. Before the Regional Bell Cperating Company can provide
in-region inter-LATA services, it must obtain Federal Communications Commission
approval upon a showing that facilities-based competition is present in its
market, that the Regional Bell QOperating Company has entered into
interconnection agreements in the states where it seeks authority, that the
Regional Bell Operating Company has satisfied a 14-point “checklist" of
competitive requirements, and that such entry is in the public interest. To
date, the Federal Communications Commission has granted such authority only to
Bell Atlantic in New York State. The provision of inter-LATA services by
Regional Bell Operating Companies is expected to reduce the market share of
major long distance ‘carriers, and consequently, may have an adverse effect on
the ability of competitive local exchange carriers to generate access revenues
from the long distance carriers. . .

Federal Communications Commission Rules Implementing the Local Competition
Frovisions of the Telecommunications Act of 1996. The Federal Communications
Commission in 1996 established a framework of national rules enabling state
public service commissions and the Federal Communications Commission to begin
implementing many of the local competition provisions of the Telecommunications
Act of 1996. The Federal Communications Commission prescribed certain minimum
points of interconnection necessary to permit competing carriers to choose the
most efficient points at which to interconnect with the incumbent local exchange
carriers' networks. The Federal Cemmunications Commission alsc adopted a minimum
list of unbundled network elements that incumbent local exchange carriers must
make available to competitors upon request and a methodology for states to use
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in establishing rates for interconnection and the purchase ¢of unbundled network
elements. The Federal! Communications Commission also adopted a methodolegy for
states to use when applying the Telecommunications Act's "avoided cost standard”
for incumbent local exchange carriers to set the prices to be charged to
resellers of their services.

The Federal Communications Commission has authority to establish national
pricing rules for interconnection, unbundled elgments ang resale services. ;he
Supreme Court also upheld the Federal Communications Commission's ln;erpretatlcn
of the “pick and choose” provisions, which permit carriers to cobtain favorable
provisions in interconnection agreements. However, the Supreme Court overturned
the Federal Communications Commission's rules regarding what network elements
must be unbundled by the Regional Bell Operating Companies, and remanded to the

12

Federal Communicaticns Ccommission the question of what network elements are
*necessary" to competing carriers such as the Company. On November 5, 1999, the
Federal Communications Commission issued an order .and proposed rulemaking
establishing the network elements that must be offered by incumbent 1local
exchange carriers as unbundled network elements. In addition, the Supreme
Court's decision creates some uncertainty regarding the legal status of
cemplaints filed at the Federal Communications Commission to enforce
interconnection agreements. We cannot assure you that we will be able to
maintain interconnection agreements on terms acceptable to us.

On December 9, 1999, the Federal Communications Commission released an
order reqguiring incumbent lccal exchange carriers to offer "line sharing”
arrangements that will permit competitors like us to offer DSL service over the
same copper wires used by the incumbent local exchange carriers t¢ provide voice
service, The specific prices and terms of these arrangements will be determined
by future decisions of state utility commissions, and cannot be predicted at
this time. The Federal Communications Commission's ruling may alse be challenged
in court, We expect, however, that this order, if implemented, will allow us to
offer DSL services at a significantly lower cost than is now possible. On March
17, 2000, the U.S. Court of Appeals for the District of Columbia Circuit vacated
certain Federal Communications Commission rules relating te ‘collocation of
competitors’' equipment in incumbent loczl exchange carriers' -central offices.
This decision requires the Federal Communications Commission to limit
collocation to equipment that is "necessary" for interconnection with the
incumbent local exchange carrier or access to the incumbent local exchange
carrier's - unbundled network elements., We. believe that all of the equipment we
currently place in collocation arrangements is necessary for these purposes, and
therefore our colleocation arrangements should not be adversely affected by the
court decision. However, any disputes over the "necessary"” status of particular
items of equipment may have to be resclved by the Federal Communications
Commission or by state commissions, and such disputes could result in delays or
¢hanges to our collocation plans.

Other Regulation. In general, the Federal Communications Commission's
peolicies encourage the entry of new competitors in the telecommunications
industry and are designed to prevent anti-competitive practices. Currently,
large incumbent local exchange carriers such as GTE and the Regional Bell
Operating Companies are regulated as “dominant” carriers, while competitive
lotal exchange carriers such as the Company are considered “nondominant™
carriers. Dominant carriers face more detailed regulatory scrutiny. As a
nondominant carrier, we are subject to relatively minimal Federal Communications
Commission regulation.

o Tariff. We may install and operate facilities for the
transmission of domestic interstate communications without prior
Federal Communications Commission authorization. The Federal
Cemmunications Commission reguires us to £ile tariffs and
periodic reports concerning our interstate circuits and
deployment of network facilities, and offer jinterstate services
on a nondiscriminatory basis, at just and reasonable rates. We
also remain subject to Federal Communications Commission
complaint procedures.
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The Federal Communications Commission adopted an order in 1996
{the "betariffing Order"} which eliminated the requirement that
nondominant interstate carriers maintain tariffs on file with the
Federal Communications Commission for domestic interstate
services. The order provided that, after a nine-month transition
period, relationships between interstate carriers and their
customers would bhe set by contract. Several parties requested
reconsideration and/or filed appeals of the Detariffing Order. On
February 13, 1997, the United States Court of Appeals for the
District of Columbia Circuit stayed implementation of the
Detariffing Order. If the Detariffing Order becomes effective,
nondominant interstate services providers will no longer be able
to rely on the filing of tariffs with the Federal Communications
Commission as a means of providing notice to customers of prices,
terms and conditions under which they offer their interstate
services. If we cancel our Federal Communications Commission
tariffs as a result of the Detariffing Order, we will need to
individually negotiate contract terms with certain of our
customers, which could result in substantial legal and
administrative expense.

[s] Access Charges. The Federal Communications Commission has granted
incumbent local exchange carriers significant flexibility in
pricing their interstate special and switched access services on

13

a specific central office by central office basis. Under this
pricing scheme, incumbent local exchange carriers may establish
pricing zones based on access traffic density and charge
different prices for each zone. We anticipate that this pricing
flexibility will result in incumbent local exchange carriers
lowering their prices in high traffic density areas, which is
where our customers are concentrated. The Federal Communications
Commission adopted an order on August 5, 1999 granting incumbent
local exchange carriers subject to price cap regulation
additional pricing flexibility. These changes will reduce access -
charges and will shift charges currently based on minutes to
flat-~rate, monthly per line charges. As a result, the aggregate
amount of access charges paid by long distance carriers teo access
providers in the United States may decrease.

The order preovides certain immediate regulatory relief to incumbent local
exchange carriers subject to price cap regulation and sets a framework of
"triggers"” to provide those c¢ompanies with greater pricing flexibility to set
interstate access rates as competition increases. The order also initiated a
rulemaking to determine whether the Federal Communications Commission should
regulate the access charges of competitive Jlecal exchange carriers. If this
increased pricing flexibility is not effectively wmonitored by  federal
regulators, . it could have a material adverse effect on our ability to price our
interstate access services competitively. A May 16, 1999 order, which was upheld
on appeal by the United 5tates Court of Appeals for the Eighth Circuit,
substantially increased the amounts that incumbent local exchange carriers
subject to the Federal Communications Commission's price cap rules ("price cap
local ewchange carriers™) recover <through monthly flat-rate charges and
substantially decreased the amounts that these local exchange carriers recover
through traffic sensitive (per-minute) access charges. Several parties appealed
the May 1l6th order. . : : '

These decisions are likely to have a significant impact on our operations,
expenses, pricing and revenue.

Universal Service Reform. The Federal Communications Commission implemented
the provisions of the Telecommunications Act of 1996 relating to the
preservation and advancement of universal telephone service in 1997. The Federal
Communications Commission's universal service principles provide that universal
service support mechanisms and rules should not unfairly advantage or
disadvantage one provider or technology over another. All telecommunications
carriers providing interstate telecommunications services, including us, must
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contribute to the universal service support fund. On October 8, 1928%, the
Federal Communications Commission released an order implementing changes to its
universal service rules to comply with a recent decision of the Fifth Circuitr
Court of Appeals. Among other changes, the Federal Communications Commission
revised its rules concerning assessment of carriers' intrastate and
international revenues for universal service contribution. The Federal
Communications Commission narrowed the scope of the contribution base, removing
intrastate end-user telecommunications revenues from the assessment, consistent
with the opinion of the Fifth Circuit Court of RAppeals. The contribution facter
for the first gquarter of 2000 is 5.877% of interstate and international end-user

telecommunications revenues.

State Regulation

We believe that most, if not all, states in which we operate or propose to
operate require a certification or other authorization teo offer intrastate and
local services. Many of the states in which we ¢perate or intend to operate are
in the process of addressing issues relating to the regulatien of competitive
local exchange carriers. We are subject to state tariff filing requirements.

These certifications generally require a showing that the carrier has
adequate financial, managerial and technical resources to offer the preoposed
services in a manner consistent with the public interest.

We have obtained state authority for the provision of our dedicated
services and a full range of local switched services and long distance services.
In most states, we are required to file tariffs setting forth the terms,
conditions and prices for services that are classified as intrastate. We plan to
cbtain additicnal state authorities t¢ accommodate our business and network”

expansion.

Some states also impose reporting, customer service, and guality
reguirements, as well as unbundling and universal service regquirements., 1In
addition, we are subject to the outcome of proceedings held by state utility
commissions to determine state regulatory policies with respect to incumbent
local exchange carrier and competitive Jlocal exchange carrier competition,
gecgraphic build-gut, mandatoery detariffing and other issues relevant to
competitive local exchange carrier operations. Certain states have adopted
state-specific universal service funding cobligatiens.
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In addition to obtaining state certifications, we must negotiate terms of .
interconnecticn with the incumbent local exchange carrier before we can begin
providing switched services. Our executed agreements are subject to the approval
cof the state commissions. State commissions have approved our existing
agreements. We anticipate state commission approval of our future
interconnection agreements.

We believe that, as the degree of local competition increases,  the states
will offer the incumbent local exchange carriers increasing pricing flexibility.
This flexibility may present the incumbent local exchange carriers with an
opportunity to subsidize services that compete with our services with revenues
generated from noncompetitive services, thereby allowing incumbent local
exchange carriers to offer competitive services at prices below the cost of
providing the service. We cannot predict.the extent to which this may occur, but
it could have a material adverse effect on our business.

We actively participate in wvarious regulatory proceedings before the
states, the outcome of which may establish policies that affect our competitive
and/or economic position . in the local and other telecommunications services
markets, )

We also may be subject to requirements in certain states to obtain prior
approval for, or notify the state commission of, any transfers of control, sales
of assets, corporate reorganizations, issuances of stock or debt instruments and
related transactions.

Loca} Government Authorizations. We are required to obtain street use and
construction permits and licenses and/or franchises to install and expand our
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fiber optic networks using municipal rights of way. In some municipalitles where
we have installed or anticipate constructing networks, we will be required te
pay license or franchise fees based on a percentage of gross revenues or on a
per foot basis, as well as post performance bonds or letters of‘credlt. We are
actively pursuing permits, franchises and other relevant authorities for use of
rights-of-way and utility facilities in a number of cities.

FRANCHISES AND PERMITS

The construction of & network reguires us to obtain municipal franchises
and other permits. These rights are typically the subject of non-exclusive
agreements of finite duration providing for the payment of fees or the provision
of services by us to the municipality without compensation. In addition, we must
secure rights-of-way and other access rights which are typically provided under
non-exclusive multi-year agreements, which generally contain renewal options.
Generally, these rights are obtained from wutilities, incumbent local exchange
carriers, other competitive local exchange carriers, railroads and leng distance
carriers. The Telecommunications Act of 1996 requires most utilities to afford
access to rights-of-way to competitive local exchange carriers on
non-discriminatory terms and conditions and at reasonable rates. However, there
can be n¢ assurance that delays and disputes will not occur. OQur agreements for
rights-of-way and similar matters generally require us to indemnify the party
providing such rights. Such indemnities could make us liable for actions
(including negligence] of the other party. .

CUSTOMERS

No single customer accounted for more than 10% of our consolidated revenues
in 1998 or 1999. Our five largest customers accounted for 11% of our
consolidated revenues in 1998 and B% of our consclidated revenues in 1999. We
expect customer congcentration to continue to decrease as we exXpand into
additional markets and increase full scale marketing of an integrated service
package. In the near term, however, the loss of, or decrease of business from,
one or more of our principal customers could have a material adverse effect on
our business, financial condition and results of operations.

Although they are not our customers, we did recognize revenue of
approximately $9.7 million, or 15.1% of cur 1999 revenue, from incumbent local
exchange carriers primarily related to reciprocal compensation for terminating
local calls from customers of the incumbent local exchange carriers to Internet
service providers which are our customers. Of this amount approximately 64% is
attributable tc reciprocal compensation due to us from BellSputh. See "Item 7.
Management's Discussion and Analysis of Financial Condition and Results of
Cperations - Overview - Revenue" for a discussion of a dispute which has arisen
between incumbent local exchange carriers, such as BellSouth, - and competitive

15

local exchange carriers, 1like us, with respect to the obligation of incumbent
local exchange carriers to make reciprocal compensation payments to competitive
local exchange carriers with respect to the termination of local <calls to
Internet service providers.

EMPLOYEES

s of February 29, 2000, we had approximately 1,100 full time employees.
None of our employees are represented by a labor union or subject to a
collective bargaining agreement, nor have we experienced any work stoppage due
to labor disputes. We believe that our relations with our employees are good.
GEOGRAPHIC AREAS

We have no foreign operations. All of ocur networks are located in, and all
of our revenues are attributable to, the United States. :

ITEM 2. PROPERTIES,

We are headquartered in Bedminster, New Jersey in approximately 14,000
square feet of office space, approximately 7,200 of which we lease from Kamine
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Development Corp. !an entity controlled by Mr. Kamine, the Company's Chairman of
the poard;. The lease with Kamine Development Corp., which expires in Jgnuary
2007, provides for a base annual rental og approximately 5217,900 (adjusted
pericdically for changes in the consumer price indexj, plus operating expenses.

We also maintain an operations center in an aggregate of app;oximatgly
104,000 square feet of leased space in Duluth, Georgia under leases which expire
at variocus dates from July 2000 through February 2003, We also own or lease
facilities in each of our existing markets for central offices, sales cffices
and the location of our switches and related equipment.

We believe that our facilities are in good conditien, are suitable for our
operations and that, if needed, suitable alternative space would be readily

available.
ITEM 3. LEGAL PROCEEDINGS.

We are from time to time involved in 1litigation incidental te¢ the conduct
of our business. There is no pending legal proceeding to which we are a party,
however, which, in the opinion ¢f our management, is likely to have a material
adverse effect on our business, financial conditicn and results of operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

No matters were submitted to a vote of security holders during the fourth
guarter of 1999,

PART II
ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS.

There is currently no established trading market for our Common Stock,
$0.01 par value per share. As of March 29, 2000 there were nine holders of
record of our Common Stock.

We have never declared nor paid cash dividends on our Common Stock and do
not presently anticipate paying any cash dividends on our Common Stock in the
foreseeable future. We currently expect that earnings, if any, will be retained
for growth and development of cur business.

As a holding company, we depend upon the receipt ¢f dividends and other
cash payments from our operating subsidiaries in order to meet our cash
reguirements. Pursuant te the terms of our Amended and Restated Lean and
Security Agreement, dated as of February 15, 2000, among cur principal operating
subsidiaries and a group of lenders led by First Union National Bank, Newcourt
Commercial Finance Corporation and Lucent (the "Amended Senior Secured Credit
Facility"), those subsidiaries are restricted in their ability to pay dividends
on their capital stock. The indentures applicable to our 13 1/2% Senior Notes
due 2008 and cur 12 1/2% Senior Discount Notes due 2008, respectively, impose
certain restrictions upoen our ability to pay dividends on our capital stock.
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Subject to the foregeing and to any restrictions which may be contained in
any future indebtedness which we may incur, the payment of cash dividends on_ our
Common Stock will be within the sole discretion of our Board of Directors, and
will depend upon the earnings, capital requirements and financial position of
the Company, applicable requirements of law, general economic. conditions and
other factors considered relevant by cur Board of Directors. '

On May 24, 1998, we sold $275.0 million aggregate principal amount of 13
1/2% Senior Notes due 2009 to Morgan Stanley & Co. Incorporated, as
representative of certain initial purchasers. The sale of the Senior Hotes to
the initial purchasers was made in reliance upon the exemption from the
registration requirements of the Securities Act of 1933, as amended, provided by
Section 4(2) of that Act, on the basis that the transaction did not involve a
public offering. The initial purchasers agreed that any resales which they made
would be made only (i) to qualified institutional buyers as defined in Rule 1443
under the Securities Act, (ii) to institutional accredited investors as defined

in Rule 50t(a){l), (2), {3} or (7) under the Securities Act, or {iii) outside
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the United States to persons other than U.S5. persons in reliance upon Regulation
S under the Securities Act.

On December 16, 1989%, one institutional investor exercised 50 warrants =o
purchase an aggregate of 10 shares of our Common Stock for aggregate gross
proceeds of $0.10. The issuance of the shares upon exercise of the warrants was
made in reliance on the exemption from registration provided by Section 4(2) of
the Securities Act, on the basis that the transaction did not involve a public
offering. The Warrant Agreement applicable to the warrants contains
representations as te such investor's invesiment intent and imposes substantial
restrictions upon transfer of the securities.

On January 1, 199%, July 1, 1989 and October 1, 1999, the Company granted
options teo purchase an aggregate of 82,342 shares of its Common Stock to
employees o©f the Company and employees of certain affiliates of the Company
under the 1998 Stock Purchase and Option Plan for Key Employees of KMC Telecom
Holdings, Inc. and Affiliates. No consideration was received by us for the
issuance of the options. The options have variocus exercise prices with 67,509
exercisable at an exercise price of $125 per share, 2,933 exercisable at an
exercise price of $225 per share, and 11,900 exercisable at an exercise price of

250 per share. The issvuance of the options was made in reliance upon the
exemption from the registration requirements of the Securities Act provided by
Section 4{2) of that Act, on the basis that the transaction did not involve a
public offering. :
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ITEM 6. SELECTED FINANCIAL DATA.

The selected financial data set forth below for the years ended December
31, 1995, 1996, 1997, 1998 and 1999 were derived from our audited financial
statements and those of our predecessors. The data presented below should be
read 1n conjunction with "Item 7. Management's Discussion and Analysis of
Financial Condition and Results of Operations" and the consolidated financial
statements and notes thereto included in "Item B, Financial Statements and
Supplementary Data."

YEAR ENDING DECEMBER 21

1388 1986 18597 199¢ 1909

(It THCUSANDS, ENCEPT PER SHARE AMOUNTS)

STATEMENT OF OPERATICNS DATA:
ROV . Ly i nt st s tm sttt abeangoanaernnnny $ - 5 208 5 3,417 5 22,425 564,313
Operating expenses;

Retwork cperabtlng costs......... P - 1,361 7,735 37,336 110,300

Selling, general and administrative 1,591 2,216 9,923 24,5312 55,803

Stock optlion compensation expense., . - 240 13,870 7,080 | 29,833

Depreciation &NC AMOTLLIZALLGA, ver v rrarnans € 287 2,506 9,257 29,017

Total Operating eXpenses.....oveuvuueu.. 1,587 4,104 ) 34,034 78,207 225,022
Loss from operations (1,587 {3,899; (20,617) {55,782 {160,709
Othar expense {a)...,...... . - - - - {4,297
Interest income..........,. - - 513 B, B1E B, 701
Interest expensa {b) 123y (596 (2,582t (29,788} {69,411
Het LOmS. . it ratrnraniarnarsanrnrinnns (1,620 14,495 132, 606) (76,715 1225, 7161
Dividends and accretion on redesmable preferraed

BLOCK s etirm i an it aanraas ) - - (E, 304} (1r, 2e5) {81, 633)
Ret loss applicsble to commes sharehelders. .. $tl.o2s. 2 (4,495 5 (41,590 v 195,038, $1307,349)
Net loss per cOMMOn BNAY®. ... ic..usvsnacransns §(2.72 3 (7.49) s 164.93}) S (114.42) $ (360,88
Weighted average humber ¢ commen shates - . : .

OULATANAING. s v vaian s anng s, Prearaarian &0C 660 LTH 231 ‘B52
OTHER DATA: .
Capital expenditures (including acquisitiens) § 49 % T 9,111 - €1, 146 $ 16i,R03 £ 440,733
Rdjusted EBITDAIC) o uivevrnriutamrnctnnnninns (t.591y 13,373 14,2491 {39, 445) 101,79M
EBITDRIC) coetve e ianiattnnnannreinenraans (1,591) {3, 613) 12€,111) 146,525) {135,929)
Cash used in operating activities..........., (7179 (2,687 e, &76) . (33,973 (98,293}
Cash used 1n 1nvesting activities,........... 41,920) 110,174) i62,992) (180,198, (277,0%}
Cazh proviaea in finaneing actavities......,. . 2,728 14,314 B5, 734 219,399 . 440,156
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AS 0T DECEMRER 31,

19488 199¢ 193= 133% i99s
A 'E SHEET DATA: .
g:i:ann ca:g BYUIVALARTS uu vt ibsnrratrnreas $ 33 $ 1,487 §  15,5%3 5 21,161 $EE, SE¢
Investmants held for fugure capital - 27, 820 .
L L F R} Y R A LR ) - - - 2T o,
L EMENTEIG «1snennrn - - £,570
::i:g:;:e:nznzgzlzmen:, [ . 3,49¢ 12,347 131,371 224,890 €39,324
Total ASEBLS ... costanvusvrsrnersaabissas 3,704 16,715 95, 543 i, 10 B86, 040
LORG-EaEm B . eusanueaeroarennarss 2,727 12,330 61,277 309,225 011,137
Redeemable praferred stock.......... - - :i,?;: ;i.gg; Zf:,::g
tock and warrants - - 2, .
et nonrecesmable aq (1,623 389 126, 673) (3105.353) 1384, 4130)

Total nonredesmable equaty (defjciency

(a) During the second gquarter of 1999, the Company recorded a $4.3 millicn
charge to other expense in connection with an unfaverable arbitration
award. The net amount due under the terms of the award was paid in full in

June 1999.

(b} PBxcludes capitalized interest of {i) $37,000 for 1995, (ii) $103,000 for
1696, {iii) 5854,000 for 1997, (iv) $5.1 million for 1998 and (v) $6.6
million for 1999. During the construction of the Company's networks, the
interest costs related to construction expenditures are capitalized. ‘
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{¢) Adjusted EBITDA consists of earnings (loss} before net interest, income
taxes, depreciation and amortization charges, stock option compensation
expense (a non-cash charge) and other expense. EBITDA consists of earnings
(loss) before all of the foregoing items éxcept stock option compensation
expense and other expense. These items are provided because they are
measures commonly used in the telecommunications industry. They are
presented to enhance an understanding of the Company's operating results
and they are not intended to represent cash flow or results of operations
in accordance with generally accepted accounting principles. Adjusted
EBITDA and EBITDA are not calculated under generally accepted accounting
principles and are not necessarily comparable to similarly titled measures
of other companies. For a presentation of cash flows calculated under
generally accepted accounting principles, see the Company's histerical
financial statements contained in Item 8 of this Report.

(d). Represents amounts pledged to secure the next five payments of interest on.
the 13 1/2% Senior Notes.

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS.

You should read the following discussion and analysis together with the
Company's financial statements, including the notes and the other financial
information appearing elsewhere in this Report. Due to our limited operating
history, startup nature and rapid growth, periocd-to-period comparisons of
fipancial data are not necessarily indicative, and you should not rely upon them
as an indicator of our future performance. The following disgussion includes
forward-looking statements.

OVERVIEW

General. We are a facilities-based competitive local exchange <carrier
providing telecommunications and data services in Tier III markets. The markets
in which we operate are predominantly located in the Southeastern and Midwestern
United States. We target as customers business, government and institutignal
end-users, as well as Internet service providers, long distance carriers and
wireless service providers. Our objective is to provide ocur customers with a
complete solution for their communications needs. We currently provide on-~net
local dial tone, Internet access infrastructure, ISDN, long distance, special
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access, private line and a variety of other advanced services and features.

We have invested significant capital and effort in developing our
telecommunications business. This capital has been invested in the development
of our networks, the development and installation of operating systems, the
introduction of services, marketing and sales efforts, and an acquisition. We
expect to make significant additional capital expenditures to build additional
networks, -to expand current networks to additional customer buildings, long
distance carrier points of presence and incumbent local exchange carrier central
cffices, and to broaden our service offerings, and we may consunmate
acquisitions. Proper management of our growth will require us to maintain cost
controls, continue to assess market potential, ensure gquality contrel in
implementing our services, as well as to expand our internal management,
customer care and billing and information systems, all ¢f which will require
substantial investment.

The development, construction and expansion of our networks requires
significant capital, a large portion of which is invested before any revenue is
generated. We have incurred, and expect to continue to incur, significant and
increasing operating losses, negative adjusted EBITDA and net cash outflows for
operating and investing activities while we expand our network operations and
puild our customer base. Based on cur experience to date and that of our
competitors, we estimate that a new network will hegin to generate positive
EBITDA within 24 to 36 months after commencement of commercial operations.
Construction periods and operating results will vary from network to network.
There can Pe no assurance that we will be able to establish a sufficient
revenue-generating customer base or gross margins in any particular market or on
a consolidated basis.

The facilitles-~based competitive local exchange carrier business is capital
intensive. We estimate that the tetal initial costs associated with the purchase
and installation of fiber optic cable and transmission and switching equipment,
including capitalized engineering costs, will average approximately 510.0
million to $12.0 million for the fiber optic backbone and switch in each
standard Tier III network, depending upon the size of the market served, the
scope and complexity of the network, and the propertion of aerial to underground
fiber deployment. Qur actual costs could vary significantly from this range. The
"amounts and timing of these expenditures are subject to a variety of factors'
that may vary significantly with the geographic and demographic characteristics
of each market. In addition to eqguipment and construction expenditure
requirements, upon commencement of the construction phase of 2 network we begin
to incur direct operating costs for such items as salaries and rent. As network
construction progresses, we incur ¢osts associated with construction, including
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preparation of rights-of-way, and increased sales, marketing, operating and
administrative expenses. We capitalize certain direct costs related to network
planning and construction costs for new networks.

The initial construction of a network consists of deploying the fiber optic
backbone, installing the switch and related electronics and testing the system.
This takes approximately 6 months, depending upon the size and complexity of the
network. The time required during the construction phase is also significantly
influenced by the number of route miles invelved, the mix of aerial versus
underground fiber deployment, possible delays in preparing rights-of-way,
previsioning fiber optic cable and electronic equipment, and required
construction permits and other factors, including weather.

Local Services. To facilitate our entry into local services, we plan to
install switching equipment in all of our markets. Switches are in commercial
operation in all of our 34 operating markets and we expect to be in commercial -
operation in 3 additional Tier III markets by the end of the first half of 2000.
We also intend to install Lucent switches in any future netwerks which we may
build. Once a switch is commercially operational, we offer local dial tone and
switched data services such as ISDM, Internet access infrastructure, Local Area
Network-to-Local Area Network interconnect and Wide Area Network services, as .
well as voice mail and other custom calling features.
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